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Report of Independent Auditors

To the Board of Directors and Shareholder of .
Thames Water Aqua US Holdings, Inc.

tn our opinion, the accompanying consolidated balance sheets and the related consclidated statements
of gperations, cash flows, changes in commoan stockhalder's equily and comprehensive income present
falrty, In alt matesial respects, the financial position of Thames Water Aqua US Holdings, Inc. and 1s
subsidiaries al Decamber 31, 2005 and 2004, and the results of thelr operations and their cash flows for
the years then ended in conformity with accounting principles generally accepted in the United States of
America. These financial statements are the responsibility of the Company’s management. OQur
responsibillty is to expresa an opinlen on these financial statements based on our audits. We conducted
our audits of these statements in accordance with auditing standards generally accepted in the United
States of America. Those standards reguire that we plan and perform the sudit to obtain reasonable
assurance about whather the financial statements are frea of material misstatement. An audit Includes
examining, on a tast basls, evidence supporting the amounts and disclosures in the financiat statements,
assessing the accounting principles used and significant estimates made by management, and evaluating
the overal! fnancial statement presentation. We belleve that our audits provide a reasonable basis for

our opinion.

Prceeiidrne Ceorporn €L

January 11, 2007




Thames Water Aqua US Holdings, Inc. and Subsidlary Companies

Consolidated Balance Sheets
Dacember 31, 2005 and 2004
(Daollars In thousands)

ASSETS
2005 2004
Property, plant and eguipment
Utility plant - at original cost less accumulsted depreciation $ 8105793 $ rra23
Nonutility property, net of accurnulated depreciation 114,439 112,888
Total proparty, plant and equipment 8,220,232 7,864,911
Current assets
Cash and cash equivalents 65,077 78,8568
Restricted funds 7.407 37,880 .
Utility customer accounts receivable 136,600 145,345
Allowance for unceliactible accounts {15,051) (9,748)
UnbBed utifty revenues 105,998 185,151
- Other recaivables, net 130,177 142,198
Matarials and supplies 27,482 34,321
Assets of discontinued operations 2,758 50,107
Other 43,564 44.985
Total current asasts 504,080 708,085
Regulatory and other long-term assets _
Ragulatory assets §28,754 535,853
Cther investments 3,881 6,832
Restricted funds 2,431 . -
Goodwill 3,153,702 3,550,050
Other 85,948 85,843
Total ragulatory and other {ong-tarm assets 3,775,697 4179679
TOTAL ASSETS $ 12,500,008 3 12,773,885

The accompanying notes are an intagral part of these consolidated financial statements,




Thames Water Aqua US Holdings, Inc. and Subsidiary Companies

Consolidated Balance Sheets
December 31, 2005 and 2004
{Dollars in thousands)

CAPITALIZATION AND LIABILITIES

2005 2004
Capitalization
Common stockholder's equity $ 2789521 $ 3101883
Preferred slock without mandatory
reclem ption reguirements 4,571 4,851
Long-term debt
Long-term debt 3,011,827 4,195,581
Redeemable preferrad stock al redempticn value 1,774 891 1,775,224
Total capiialization 7 560 610 9,077,118
Current iabilities
Short-term dabt 374,063 855,397
Current portion of long-terr dabt 1,643,655 48,380
Current portion of redeemable preferred stock at redemption valus 533 553
Accounts payable 135,727 168,283
Taxes accrued, including federal income 85,408 88,563
Interest accrued 52,908 48,342
Liablatlas of discontinued aperations - 20,558
Other 183,847 184,708
Total current liabifities 2 488,137 1,404 762
Regulatory and other long-term liabilities
Advancas for construction 580,659 500,150
Deferrad income taxes 561,858 522,922
Deferred investment tax cradits 37,835 39,261
Ragulatory Sability-cost of removal 152,668 138,418
Accrued pension expense 257,328 242,378
Accrued postretirement benefit expense 141,128 146,958
Other 66,886 47,258
Total regulatory and other long-term liablliies 1,778.278 1,637,383
Conlributions in aid of construction - 694,984 554,421
Commilments and contingencies ’ - -
TOTAL CAPITALIZATION AND LIABILITIES $ 12,500,009 5 12,773,685

The accompanying notas are an integral part of these consolidated financial statements.




Thames Water Aqua US Holdings, Inc. and Subsidiary Companies

Consolidated Statements of Operaticns
For the Years Ended December 31, 2005 and 2004

{Dollars in thousands)

2008 2004
Operating revenues $ 2203705 $ 2094642
Operaling expanses
QOperation and maintenance 1,280,947 1,181,287
Dapraciation and amortization 261,384 225,260
Gensral taxes 183,324 170,185
Gain an salas of assels (8,517) (8,611}
impairmnent charges 420,370 165,082
Total operating axpsnses, net 2,128 488 1,743,183
Oparating incomea 75,217 347,455
Other Income (deductions)
Interest {345,278) (318,011)
Allowance for other funds nsed during construction 5,810 5476
Allowance for bormrowed funds used during construction 2,420 2,923
Amartization. of dabl expense ~ {4,367) (3,377}
Preferred dividends of subsidiaries (227} (410)
Other, net 6,448 5,791
Total other income (deductions) {335,154) {305,608)
Income {loss) from continuing operations hefore Income taxes {259,977} 41,851
Provsicn for income taxes 5567 84,157
Lass from continuing operations {315,648) (42,308)
Loss kom discontinued oparations, net of tax {18,5895) {45,989)
$ (332,343) § {88,295)

Nei loss

The accompanying notes are an integral part of theas consolidated financial statemants.




Thames Water Aqua US Holdings, Inc. and Subsidiary Companies
Consolidated Statements of Cash Flows
For the Years Ended December 31, 2005 and 2004

{Dollars In thousands)
2005 2004
CASH FLOWS FROM OPERATING ACTIVITIES
Net Loss $ (332343) (88,295)
Adjustments :
Loas on sale of discontinued operations - 16,350 -
Depreciation and amortization 261,384 225,260
impainmaent chargss 420,370 215,951
Ramowal costs net of sahage 32,196 32,164
Provision for defermed income taxes 39,228 107,202
Amartization of deferrad investment tax credits {1,225) (1.805)
Provision for losses on utility accounts recelwsbis 20,962 21,973
Allowance for other funds used during construction (5,810) {5,476)
Employes banefit expanses greater (Isss) than funding 4,251 {9,075)
Gain on saie of assets 6,517} (8.611)
Defermd regulatory costs (10,427 {15,068)
Amaortization of defemed charges 24993 16,877
Cther, net 8,622 8,311
Changes [n assstis and liabilities
Accounts recelwble 12,729 {10,547)
Unbilied utifty revenues 79,155 (4,575)
Taxes recehable, including federal income - 18,822
Other cumrent assets 28,583 {47,848)
Accourts payable {64,185) 28,753
Taxas accrued, including federal income {1,157) 18,812
Interast accrued 4,584 (6,682)
Other current liabilities (5,158} (37,737
Net cash from opersting activties . 525,435 458,408
CASH FLOWS FROM INVESTING ACTIVITIES
Construction expenditures {558,446) (548,241)
Allowance for cther funds used dudng construction 5,810 5476
Acquisitions (4,979 (35,855)
Proceeds from sale of assets and securities 1,528 6,726
Proceeds from sale of discontinued operations 15,336 17,000
Removat cosls from property, plant and equipment retirarments {17,828) {12,870)
Receiveble from affiliates : : 562 54,351
Restricted funds 27,852 (34,480}
Net cash used in imesting acthitles (530,155) {545,903}
CASH FLOWS FROM FINANCING ACTIVITIES
Proceeds from tong-term debt 484 322 412,242
Net repayments under short-term debt agresments {485,324) {128,408) .
Advances and contributions for construction, net of refunds 51,985 45,0681
Dabt issuance costs (3,347) (4.288)
Repayment of long-term debt {66,039) (245,761)
Redemption of preferred stocks (536) {13,592)
Net cash from {used in) Enancing activities {9,048) 95,254
Net incroasa in cash and cash equivalents {(13,779) 7,758
Cash and cash equivalents at Janvary 1 78,856 71,097
Cash and cash equialents at Decamber 31 $ 65077 3 78,855
Cash paid during the year for:
Interast, net of capllalized amount $ 245,834 ] 233,609
Income taxes paid (net of refunds) $ 43694 $ 18,109

The sccompanying notea ere an integrat part of these consclidated financiat staternents.
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Thames Water Aqua US Holdings, Inc. and Subsidiary Companies
Notes to Consolldated Financial Statements

December 31, 2005 and 2004
{Dollars in thousands, except per share amounts)

Note 1: Organization and Operation

Thames Waler Aqua US Holdjngs Inc. ["TWAUSHI™), a wholly owned subsidiary of RWE
Aktiengesellschaft ("RWE") is the holding company for regulated and unreguiated subsidiaries
providing water and wastewater servica in the United States of America and Canada. As public
utiities, the regulated subsidiaries function under rules and reguiations prescribed by state
regulators. The regulated business includes the regulated utilities, each of which has similar
sconomic characteristics and are operationally segregated by state, The unregulated business
includes eight distinctive lines of business including operations and maintenancs, residuals,
underground, carbon, engineering, homecwner services, military and leasing. TWAUSH! and its
subsidiaries as a consolidated entity are referred to herein as the Company.

Nota 2: Significant Accounting Pollcles

Principles of Consolidation

The consclidated financial statements include the accounts of the parent company and ks
subsidiaries. Intercompany balances and transactions between subsidiaries have been eliminated.
The Company usas the equity method to repert its investments In two affiliated companies in each
of which the Company helds a $0% voting interest and cannot exerclse control over the operations
and policies of tha investments. Under the equity methed, the Company records its interests ag an
investment and ity percentage share of eamings as eamings or losses of investee. The Company
has analyzed its variable interests in the investments in accordance with the provisions of Financial
Accounting Standards Board (‘FASBET) Interpretation No. 45 (revised December 2003),
*Consolidation of Variable Interest Entities® and determined the Company Is not the primary

beneficiary.

Use of Estimates
The preparation of consolidated financial statements in conformity with accounting principles

generally accepted in the United States requires management to make estimates and assumptions
that affect the reported amounts of assels and liabilities and disclosures of contingent assets and
liabllites at the date of the financlal statements, and the reported amounts of revenues and
expenses during the reporting period. Actual results could differ from these estimates.

Regulation )
The regulated ulility subsidiaries are subject to regulalion by the public utility commissions and the

local governments of the states in which they operate ("Regulators”). These Regulators have
allowed recovery of costs and credits which the Company has recorded as regulatory assets and
liabilities. Accounting for future recovery of costs and cradils as regulatory assels and liabilities is
in accordance with Slatement of Financial Accounting Standards Me. 71, “Accounting for the
Effects of Certain Types of Regulation® ("SFAS 71"). This statement sets forth the application of
generally accepted accounting principles for those companies whose rates are established by or
are subject to approval by an Independent third-party regulator. Under SFAS 71, regulated utility
companiss defer costs and credits on the balance sheet as regu!atory assets and liabihtles whan it
is probable that those costs and credits will be recognized in the rate making process in a period
different from the period in which they would have been reflected In income by an unregulated
company. These deferred regulatory assets and liabilities are then reflected In the income
statement in the period in which the same amounts are reflected in the rates charged for service.

Property, Plant and Equipmsnt

Property, plant and equipment consist primarily of utllity plant. Additions to utility plant and
replacements of retirement units of property are wpltahzed Costs include material, direct labor and
such indirect items as engineering and supervision, payroll taxes and benefis, lransportalron and
an allowance for funds used during conslruction. The costs incurred to acquire and internally
develop computer software for Internal use are capitalized as a unit of property. Repairs and

maintenance are charged ko current operations.




Thames Water Aqua US Holdings, inc, and Subsidiary Companies
Notes to Consolidated Financlal Statements

December 31, 2005 and 2004
{Dollars in thousands, except per share amounts)

When units of property are replaced, retired or abandoned, the recorded value thereof is
cradited to the asset account and such value, together with the net cost of removal, is charged to
accumulated depreciation. To the extent the Company recovers cost of removal or other
retirement costs through rates after the refirement cosls are incurred, a regulalory assst i
recorded. In some cases, the Company recovers retirament costs through rates during tha life of
the associated asset and before the costs are incurred. These amounts result In a regulatory
liabllity being raported based on the amounts previously recovered through customer rates,

The cost of property, plant and equipment is depreciated using the straight-iine average
remaining life method.

Non-utility property consists primarfly of buildings and equipment utilized by the Company for
internal operations. This properly Is stated at cost, net of accumulated depreciation calculated
using the siraight-line method over the estimated useful lives of the assets, ranging from three to

40 years. .

Cash and Cash Equivalents
Subslantiatly all cash is invested in interest bearing accounts, All highly liquid invastments with a

maturity of three months or less when purchased are considered lo be cash eguivalents,

Restrictad Funds
Restricted funds represent proceeds received from financings for the construction and capial

improvement of utility facilifies. The proceeds of these financings are held in escrow until the
capital expenditures are Incurred. Restricted funds expecied to be released within 12 months
subsequent to year-end are classified as current,

Utility Customer Accounts Recsivable
Regulated utllity customer accounts receivable reprasent amounts billed to water and wastewater
customers on a cycle basis, Credit is extended based on the guidelines of the applicable

Regulators and generally, coilateral is not required,

Allowance for Uncollectible Accounts

Allowances for uncoliectible accounts are maintained for estimated probable losses resulting from
the inablity of customers to make required payments. -The Company continuas lo assess the
adequacy of the reserves for doubtful accounts based on the financial condition of the Company's
customers and other external factors that may impact collectibility. Accounts that are outstanding
ionger than the payment terms are considered past due. A number of factors are considered in
determining tha allowance for uncollectible accounts, including the length of time receivables are
past due and previous loss history. The Company writes off accounts when they become

uncollectible.

Other Recelvabies, Net
Other receivables, net primarily consists of unregulated trade accounts receivable, net of a reserve

for doubtful accounts and unbilled raceivables. The resarve from continuing operations amounted
to $9,336 and $8,334 at December 31, 2005 and 2004. In determining the reserve for uncollectible
urregulated accounts, the Company considers the length of time the trade accounts receivable are
past due and the customer’s current ability to pay their obligation. Unbilied recsivables are accrued
when service has been provided but has not been billed to customers.

Materials and Supplies
Materiais and supplies are stated at the lower of cost or net realizable value, Cost is determined

using the average cost meathod.




Thames Water Aqua US Holdings, Inc. and Subsidiary Companies
Notes to Consolidated Financlal Statements

December 31, 2005 and 2004
(Dollars in thousands, except per share amounts)

Goodwill
The Company considers this to be one of the crilicat accounting estimates used In the preparation

of the consolidated financial statements. The Company believes the cumrent assumptions and other
consigerations used to vaiue goodwill to be appropriate. However, if actual experience differs from
the assumplions and considerations used in #s analysls, the resulting change couid have a
materlal impact on the consclidated financial statements.

Goodwill Is associated with the acquisitions of American Water Works Company, Inc. In 2003 and
E'own Corporation in 2001 (the "Acquisitions”) and has been assigned to reporting units based on
the fair values at the date of the Acquisifions. The regufated utility subsidiaries have been
aggregated and deemned a single reporting unit as they have similar economic characterislics. In
the unregulated segment, the business is organized into eight reporting units for s vnregulated
services. In accordance with Statement of Financial Accounting Standards No. 142, *Goodwill and
Other Intangibie Assets” ("SFAS 1427), goodwill is reviewed annually, or more frequently if changes
in circumstances indicate the camrylng value may not be recoverable. To test for impairment, the
Company ufllizes discounted estimated future cash flows (and comparable public company
analyses for the regulated segment) to measure fair value for each reporting unit. This calculation
is highly sensitive to both the estimatad future cash flows of each reporting unit and the discount
rate assumed In these calculations. Annual impairment reviews are done in the fourth quarter of
the calendar year, in conjunction with the timing of the Company's annual strategic business plan.

For the years ended December 31, 2005 and 2004, the Company determined that its goodwill
was Impaired and recorded impairments of $386,348 and $192,936, respectively, (See Note 16)

Impairment of Long-Lived Assets

The Company believes this to be one of the crltical accounting estimates used in the preparahon of
its consolidated financial statements. The Company beliaves tha current assumptions and other
considerations used to evaluate the carnying value of long-lived assets to be appropriata, However,
If actual experience differs from the assumptions and considerations used in its estimates, the
rasuling change could have a material adverse impact on the Consclidated Statements of
Operations and Balance Sheets.

Long-ived assels, other than goodwill which is discussed above, include land, buildings,
equipment and long-term investments. Long-lived assets, other than Investments, land and
goodwill, are depreciated over their estimated useful lives, and are reviewed for impaimment
whenever changes In circumstances indicate the camrylng value .of the asset may not be
recoverable. Such circumstarices would include items such as a significant decrease in the market
price of a long-lived asset, a significant adverse change in the manner the asset is being used or
planned to be used or in its physical condition, or a history of operating or cash flow fosses
assoclated with the use of the asset. in addition, changes [n the expected useful lifa of thess long-
lived assets may also be an Impairment indicator. When such events or changes occur, the
Company estimates the fair value of the asset from future cash flows expected to result from the
use and, if appiicable, the eventual disposition of the assets and compares that to the carrying
value of the asset If the carrying value is greater than the fair value, an impairmant loss is
recorded.

The key veriables that must be estimated include assumptions regarding sales volume, rates,
operating costs, labor and other benefit costs, capital additions, assumed discount rates and other
economi¢ factors. These varables require significant management judgment and include Inherent
uncertainiies since they are forecasting future events. If such assets are considered impalred, an
impairment Joss is recognized equal to the amount by which the assets carrying value exceeds its
fair value.

The long-lived assets of the regulated utility subsidiaries are grouped on a separate entity basls
for impainment testing as they are integrated state-wide ocperations that do not have the option to
curtall service and generally have uniform tariffs. A regulatory asset is charged to eamings if and
when future recovery in rates of that assst is no fonger probable,

-10-




Thames Water Aqua US Holdings, Inc. and Subsidiary Companles
Notes to Consolidated Financial Statements

December 31, 2005 and 2004
(Dollars in thousands, except per share amounts)

Due to changes in the Company's strategic business pian, the Company performed a valustion
- of long-lived assets, other than invesiments and goodwill, as of Deacember 31, 2005 and 2004. As
a result of the impaitment analyses, the Company racorded pretax charges of $24,022 and
$23,015 for the years ended December 2005 and 2004, respectively. The impairments primarily
resulted from lower than expected growth, slower development compared with original
expectations, and a building with a carrying value that exceeded its falr value, These charges are
included in impairment charges in the statements of operations. The remaining values as of
December 31, 2005 and 2004 were determined to be appropriate.

The fair values of long-term Investments are dependent on the financia! performance and
solvency of the enlities In which the Company invests, as wel! as volatility inherent in the extemal
markats. In assessing potential impairment for these investments, the Company considers these
factors and in ona case aiso receives annuaf appraisals. If such assets are considered impaired,
an impaiment loss Is recognized equal 1o the amount by which the asset's camying value exceeds
its fair valus. The Company determined the values of long-term investments were appropriate for
the years ended December 31, 2005 and 2004

Cther Investments
Other investments include investments In public equity securities classifisd as available for sale,

privately held companies, and investments in affilisted companies accounted for using the equity
method.

Advances and Contributions In Ald of Canstruction

Requlated utility subsidiaries may receive advances and contribuions to fund construction
necessary to extend service io new areas. As determined by the Reguiators, advances for
construction are refundable for fimited periods of ime as new customers begin to recelve service.
Amounts which are no-longer refunpdable are reclassified lo contributions In aid of construction.
Utifity plant funded by advances and coniributions is excluded from rate base and is generally not
depreciated for rate making purposes. Mon-cash ulility property has been received, primarily from
developers, as advances or contributions of $85,818 and $101,704 for the years ended December

31, 2005 and 2004, respectively,

Recognitlon of Revenuss
Revenues of the regulated utility subsidiaries are recognized as water and wastewater services are

provided and include amounts billed to customers on a cycle basis and unbilled amounls based on
estimated usage from the date of the latest meter reading to the end of the accounting pericd.
Revenue from unregulated aperations is recognized as services are provided,

Revenues from certain construction projects are recognized over the contract term based on the
estimated percentage of completion during the period compared to the lotai estimated services to
be provided over the entire contract Losses on contracts are recognized dumg the period in .
which the loss first becomes known. Revenues recognized during the penod in excess of billings
on construction contracts are recorded as unbiled revenue. Billings in excess of revenues
recognized on construction coniracts are recorded as other current liabliities on the balancs sheet
until the recognition criteria are met. Changes in contract performance and related estimated
contract profitability may result in revisions to costs and revenues and are recognized in the period

in which ravisions are datermined.

=11-




Thames Water Aqua US Holdings, Inc. and Subsidiary Companies
Notes to Consolidatad Financial Statements

December 31, 2005 and 2004
{Doliars in thousands, except per share amounts)

Construction Contract
In accordance with the American institute of Ceriified Public Accountanis' Statement of Position 81-

1, *Accounting for Performance of Construction-Type and Cerfain Production Type Contracts,” the
Consolidated Statements of Operations include revenues and operation and maintenance
expenses related to en agreement for the. design, construction and operation of a water irsatment
plant. Under this agreement, revenues were $75,013 and $60,706 and opération and maintenance
expenses were $74,6874 and $60,705 as of December 31, 2005 and 2004, respectively.

The construction is scheduled to be completed in 2007 and the Company will operate and
maintain the water treatment plant for an initial contract period of twenty years beginning in 2007.

Income Taxes )
The parent company and its subsidiaries and affiliates parficipate in a consclidated federal Income

tax retumn for U.S. tax purposes, Members of the consolidated group are charged with the amount
of federal Income tax expense determined as if they filed separate returns.

Certain income and expense Rems are gccounted for in different time perlods for financiat
reporting than for income tax reporting purposes, Deferred income taxes have been provided on
the difference between the tax bases of assets and Pabllitles and the amounis at which they are
catried in the financiai statements. These deferred income taxes are based on the enacted tax
rates to be in effect when such temporary differences are expected to reverse, The regulated utility
subsidiaries also recognize regulalory assets and liabilities for the sffect on revenues expected to
be realized as the tax effects of temporary differences previously flowed through to customers
reverse.

Investment tax credits have been deferred by the regulated utility subsidiaries and are being
amortized to income aver the average estimated service lives of the related assels.

Allowance for Funds Used During Canstruction {"AFUDC"™)

AFUDC Is a non-cash credit to income with a corresponding charge to utllity plant which represents
the cost of borrowed funds and a return on equity funds devoted to plant under construction. The
regulated utiity subsidiaries recerd AFUDC to the extent permitted by the Regulators.

Environmental Costs
Envirenmental expenditures that relate to current operations or provide a future benefit are

-'expensed or capitalized as appropriate. Remediation costs that relate lo an existing condition
caused by past operations are accrued when it is probable that these costs will ba incurred and can
be reasonably estimated. Remediation costs accrued amounted to $5,557 and $0 at December

31, 2005 and 2004, respectively. (See Note 4)

New Accounting Standards

In September 2006, the FASB issued FAS No. 158, "Employers’ Accounting for Defined Benefit
Pension and Other Postretirement Plans — an amendment of FASB Statements No, B7, 88, 106
and 132(R)." This staterment requires the recognition of the over funded or under funded status of
pension and other postretirement benefit plans on the balance sheel. Under SFAS No. 1586,
actuarial gains and losses, prior service costs or credits, and any remaining transition assets or
obligations that have not been recognized in net periodic benefit cost under previous accounting
standards will be recognized in accumulated other comprehensive incoms, net of tax effacts. The
Company intends to adopt SFAS No. 158 on December 31, 2006 as required. The Company is
currently unable to estimate the impact of adopting SFAS No. 158 on #ts Consolidated Balance
Sheet since the impact is dependent ¢n plan asset performance through the end of 2008, interest
rates and other factors. The Company is currently avaluating whether it will estabiish a regulatory
asset for the pension and other postretirement costs associated with SFAS No. 158 for which the
Company anticipates recoverability through customer rates that would ctherwise be charged to
common stockholders' equity. Based on the Company's unfunded obligation as of December 31,
2005, and had the Company adopted SFAS Mo. 1568 as of that date, the Campany's fiabilities
would have increased by approximately $168,280,
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Thames Water Aqua US Holdings, Inc. and Subsidiary Companies
Notes to Consolidated Financial Statements

December 31, 2005 and 2004
(Dollars in thousands, except per share amounts)

In September 2006, the FASB issued SFAS No. 157, “Fair Value Measurernents.” This statament
defines fair value, establishes a framework for using fair value to measure assets and labilities,
and expands disclosures about fair value measurements, The statement applies when other
statements require ar permit the fair value measurement of assets and labilities. This staternent
does not expand the use of fair value measurement. SFAS No. 157 ia effactive for the Company
beginning January 1, 2008, The Company is currently evaluating the provisions of thls statement
and has not yet determined the effect of adoption on its results of operations or financial position.

In September 2006, the Securities and Exchange Commission issued Staff Accounting Bulletin No.
108, “Considering the Effects of Prior Year Misstatemants when Quantifying Misstatements in
Current Year Financial Statements” (*SAB 108"). SAB 108 provides guidancae on how prior year
misstaternents should be considered when guantifying misstatements in cumrent year financial
statements for purposes of determining whether the current year's financial statements are
materially misstated. SAB 108 Is effective for the fiscal year ended December 31, 2008, Tha
Company believes SAB 108 will have no impact on its results of operations or financlal position.

-On July 14, 2008, the FASB issued interpretation No. 48 ("FiN 48°), "Accounting for Uncertainty in

income Taxes,” an Interpretation of SFAS No. 109, “Accounting for Income Taxes.” FIN 48 is
inlended to address inconsistencies amnong entities with the measurement and recognition in
accounting for Income tax deductions for financial statement purposes. Specilcally, FIN 48
addresses the timing of the recognition of income tax benefits, FIN 48 requires the financial
statement recegnition of an income tax benefit when the Company determines that it Is more-likely-
than-not that the tax position will be sustained. FIN 48 is effective for fiscal years beginning after
December 15, 2008. Upon adoption of FIN 4B, the cumulalive effect shall be reported as an
adjustment Io tha opening balance of retained earnings for that fiscal year. The Company will
adopt FIN 48 effective Janvary 1, 2007. The Company Is currently assessing the impact FIN 48
will have on its results of operations, financial position, and cash flows.

\n March 2005, the FASB issued FASS Interpretation No. 47, "Accounting for Conditional Asset
Retirement Obligations,” which clarifies that an entity is required to recognize a llabiiity for the fair
value of a conditiona! asset retirement obligation If the fair value can be reasonably estimated. The
cbligation to perform the asset retirement activily is unconditional even though unceriainly exists
about the timing and {or) method of seltiement The adoption had no Impact cn the financial

position, results of operations or cash flows of the Company.

in December 2004, the FASB issued SFAS No. 123R, "Share-Based Payment which revises.

SFAS No. 123, "Accounting for Stock-based Compensalion, and supersedes APB No. 25,
"Accounting for Stock Issued to Employees.” SFAS 123R generally requires that the Company

measure the cost of employee services received in exchange for stock-based awards on the grant-

date fair vaiue and this cost will be recognized over the period during which an employee provides ’
service in exchange for the award. The adoption had no impact on the financial position, results of

operatians or cash flows of the Company.

On QOctober 22, 2004, the American Jobs Creation Act ("AJCA”") was signed Into law, Among other
provigions, the AJCA creates a new deduction for qualified domestic production activitles. Certain
activities of the Company, such as its water treatment activity, are considered as quaiifying
production activities for purposes of delermining the deduction for qualified production activities. In
December 2004, the FASB issued FASB Staff Position 109-1 ("FSP 109-1*), "Application of FASBE
Statement No. 109, Accounting for Income Taxes, to the Tax Deduction on Quaiified Production
Activities Provided by the American Jobs Creation Act of 2004." in accordance with FSP 109-1, the
Company will treat the deduction for qualified domestic production activities as 2 reduction of the
income tax provision in the period as realized. Since the deduction cannol increase a net operating
loss, and all members of an affiliated group are treated as a single tax payer, the Company is not

eligible for the credit in 2005.
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Note 3: Utllity Plant
The components of utility plant by category at December 31 are as follows:

Range of Remaining

Usshy Lhaa 2005 2004

Water plent
Land and other non-depreciable assats 3 134,018 ] 131,238
Sources of supply 1510 53 Yenrs 422,018 405,428
Treatment and pumping hcﬂmn 21074 Yaars 2,072,208 2,020,128
Transmission and distribution Mcilities 2o 90 Yeana 4,714,308 4,423 8%
Sanices, matera and tra hydranis 1to 98 Yean 1,709,413 1,805,273
. Ganeral struclures snd aquipment 210 BB Yean 140,037 706,015
‘Wastewater plan] 4o TS Y 438,570 401,187
Canstruclion work i progress 254,734 205,114
10,434,059 9,005,318
1sas accumulated dupreciation 2,379,108 2,193,592
$ 3,105,793 $

Utility plant depreciation expense amounted lo $241,633 in 2005 and $204,325 in 2004,
Included in the 2005 amount is $21,644 resulting from an information technology project that was

abandoned.

Note 4: Regulatory Assets
The regulatory assets represent costs that are expected to be fully recovered from customers in

future rates. Except for income taxes, regulatory assets are excluded from the Company's rate
base and do nct sam a retumn. The components of regulatory assets are as follows:

2008 2004

Ragulatory asset-income taxes recowerable through rates $ 223,386 $  2266M
Debt and preferred stock expsnse 66,070 57.505
Defermed pension expsnse 88,554 61,352
Deferred postretirement banefit axpensa 8,182 9,223
Deferrad security costs 25239 29,552
Deferred business sendces pmjacl axpensas 23,960 31,273
Deferred tank painting costs 12,943 12,613
Dafarred rale case 4,780 10,442
Purchase premium recovarable through rates 64,314 61,844
Environmente! remediation racoverable through rates 5 557 .
Other 25,779 25,718 J

§ 529754 $ 535953

The Company has recorded a regulatory esset for the addilional revenues expected to be
realized as the tax effects of temporary differences praviously flowed through to customers reverse,
These temporary differences are primarjiy related to the difference between book and fax
depraciation on property placed in service before the adoption by the requlatory authorittes of full
normalizatian for rate making purpeses. Full normalization requires no flow through of tax benefits
to customers, The regulatory asset for income taxes recoverable through rales Is net of the
reduction expected in fulure revenues as deferrad taxes previously provided, attributable o the
differance between the stale and federal income tax rates under prior law and the current statutory
rates, reverse over the average remaining service lives of the related assets.
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Debt expense Is amortized over the lives of the respeclive issues. Call premiums on the
redemption of long-term debt, as well as unamortized deht expense, are deferrad and amaortized to
the extent they will be recovered through fulure servicae rates. Expenses of prefarred stock issues
withaut sinking fund provisions ara amortized over 30 years from date of Issue; expenses of issues
with sinking fund provisions are charged o operations as shares are retired.

Pension expense in excess of the amount contributed to the pension plans is deferred by certain
subsidiaries. These costs will be recovered in future service rates as contributions are mads fo the
pension plan.

Postretirement benefit expense in excess of the amount recovered in rates through 1997 has
been defarred by certain subsidlaries. These costs are recognized in the rates charged for water
service and will be fully recovered over a 20-year period ending In 2012 as authorized by the
regulatory authorities.

The cost of additional security measures that ware implemented to protect facilities after the
terrorist attacks on September 11, 2001 has been defarred by certaln subsidiaries. These costs are
recognized in the rates charged for water service by certain subsidiaries.

Business services project expenses consist of reengineering and start-up activities for
consolidated customer and shared administrative service centers that began operations In 2001,
These costs are recognized in the rates charged for water service by certain subsidiaries.

Tank painting costs are generally deferred and amortized o current operatlons on a siraight-line
basls over pariods ranging from § to 15 years, as authorized by the regulatory authorities in their
determination of rates charged for service,

Purchase premium recovarable through rates is the recovery of the acquisition premium refated
to an asset acquisition by the Company's California subsidiary during 2002, As authorized for
recovery by the California regulator, these costs are being amortized to operations based on an
agreed schedule of mortgage style amortization. The recovery period is from May 2004 through
December 2041,

- Environmental remediation recoverable through rates is a recovery of costs incurred by the
Company's Califomia subsidiary under a sefflement agreement entered into with the National
Oceanic and Aimospheric Administration fo improve habitat conditions in the Carmel River

Watershed.

Nate 5;: Employee Beneflts

Pension and Othar Postretirement Benefits

The Company maintains noncontributory defined benefit pension plans covering substantially all
nan-union employees of its regulated utility and shared services operations. Benefits under the
plans ere based on the employee's years of service and compensation. The pension plans have
been closed for any employees hired on or after January 1, 2006. Unlon employees hired on or
after January 1, 2001 have their accrued benefit frozen and will be able to recelve this benefit as a
lump sum upon termination or retiemert. Union employees hired on or after Janvary 1, 2001 and
non-union employees hired on or after January 1, 2006 will be provided with a 5.25% of base pay
defined contribution plan.

The Company's funding policy Is to contribute at least the minimum amount required by the
Empioyee Relirement Income Security Act of 1974. Penslon plan assets are invested in a number
of investments including equity and bond mutual funds, fixed income securities and guaranteed o
interest contracts with Principal and Hancock insurance companies.

Pension expense in excaess of the amount contributed to the pension plans is deferred by certain
reguiated subsidiaries pending future recovery In rates charged for utility services as contributions
are made lo the plans. (see Note 4)

The Company also has several unfunded noncontributory supplemental non-qualified pensfon
plans that provide additional retirerent benefits to certain employeses,
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The Company maintalns postretirement benefit plans providing varying Ievelé of medical and life
insurance to eligible retirees. The retiree welfare plans are closed for union employees hired on or
after January 1, 2006. The pians had previcusly closed for non-union employees hired on or afRter

January 1, 2002, .
The Company's policy is fo fund postretirement benefit costs accrued. Plan assels are invested

in equity and bond mutual funds.

The cbligations of the plans are dominated by obligations for active employess, Becausge the
timing of expecied benefit payments Is so far in the future and the size of the plan assets are small
relative to the Company’s assets, the investment strategy is to allocate a large portion of assets to
equites, which the Company believes will provide the highest relum over the long run. The fixed
incoms assets are Invested in long duration debt securities In order to better match the duration of
the plan fiabRity.

The Habilittes of the pension and other postretiremant benefit plans were adjusted to their fair
valus at the lime of the Acauisitions. The Company periodically conducts an asset liabilty
modeling study o ensura the investment strategy is aligned with the profile of the obligations. The
long-term goals are to maximize the plan funded slatus and minimize contributions and pension
expense, while taking into account the potential volatility risks on each of these items.

Tre asset allocation for the Company's U.S. pensien plans at the end of 2005 and 2004 by
asset catagory, follows:

Tamgst Parcentage of Plan Assels
Allocation At Yaur Eng
As3et calegory 2005 2005 2004
Equily sacurities B0% 55% 52%
Dabt ascurities 40% 41% 47%
Cash 0% % 1%
Total j 100% 100% 100%

The Company's other postretirernent benefit plans are partially funded. The asset altocation for
the Company's other postretirement benefit plans at the end of 2005 and 2004, by asset category,

follows:
Tamet Percentage of Plan Asseis
Allacation Al Yesr End
Asset calegory 2005 2005 2004
Equity securities 80% B4% 64%
Debt securities 40% 6% 36%
Tolal 100% 100% 100%
- 16 -
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Panslon Other
Benefits Bensiits
_ 2005 2004 2005 2004
Change in banefilt obligation
Baneft obligation at January 4 $ 779250 $ 713,084 3 420210 § Wria
Senice cost 18,947 26,412 13,380 12872
Intarast cost 47,504 45,558 23,158 22,304
Plan paticipania’ contributions - - 1587 1,422
Amendments {ang) 1472 (18,571) 446
Actunral (gain) loss 48,700 13,018 3,612 2,652
Curtalimants 2,317) - - -
Spaclal tarmination banafita 890 2,174 - »
Bansits pald (28,732) {23.443) {18.117) [i7.489) . -
$ 388,922 $ T19.250 427, 420,21

Banail obligation ai December 31

Changa In Plan Assels

3 218,452

Falr valua of plan assets al January 1 $ 480,153 3 444445 $ 183848
Aclual ratum on plan sssets 23,509 38,000 13,888 17,188
Employsr contribution 24,488 20,581 28,760 28,484
Plan paricipants’ contributions . - 1.597 1422
Bansils paid {28,732} {23,443} {17,248) {17.48
Fak alue of plan assets ot Decembar 31 § 459,418 § 420,153 § 243,249 § 218,45
Funded status at Oecamber 31 $ (370,508) 3 (200,007) § (184,804} § (203,758)
Unmcognized nel tranaition obligation {asset) - - 1,517 2,602
Unmecognized prior ssnica cost 2,260 3.684 {16,843) 1,420
Unmcopnized nel actuasial tgain) loss 112,544 53,989 58,742 52,438
Net amount recognized $ (255,702) 8 (41,8347 § (141,128} § [145,708)
Amounts recognized {n the balance shest consist of!

Accrusd banedt liabiity $ (255702) % (241,524) $ (141,128) § [146,886)
Additiona! minimum llability (2,858) {3,650} - .
ntangibie aasel 1,290 2,508 - .
Accumiiatad other comprahenalve incoms __1.828 842 - .
Net amount recognizad 5 (255,702) § (241,534} § (141,128) § 'ﬁ&ﬁ.ses)

At December 31, 2005 and 2004, the projected benefit obligation, accumulated benefit obligation
and fair value of plan assets for pension plans with a projected obligation in excess of plan assels

were as follows:

Projecied Bensiit
Obligation Excesds the
Fair Valus of Plans’ Assets
2005 2004
$ 870,000 $ 779,000 . i
499,000 480,000

Prejected benefil cbligation
Fair valua of plan assats

Accumulatsd Benafit
Obligation Exceeds the
Falr Value of Plans’ Assats

Accumulated baneft chligation

Fair valua of plan assets

2005 2004

$ 741,000 $
489,000

621,000
480,000

The accumulated postretirement benefit obligation exceeds plan assets for all of the Company's

other postretirement benefit plans.
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Minimum funding requirements for qualified defined benefit pension plans are determined by
government regulations and not by accounting pronouncements. The Company plans ko confribute
at least amounts equal io the minimum required contributicns In 2008 o the qualified pension
plans. The Company plans to contribute its 2006 other postratirement benefit cost to its VEBA

trusts.
Information about the expected cash flows far the pension and postretirement benefit plans is
as follows: -
Pension Other
Benefis Banefits
2006 expected employer contributions
To plan lrusts $ 51,800 1 25,580
To plan participants 3,001 812
The following table reflects the net benefits expected to be paid from the plan assets or the
Company's assels:
Pension Benefits Other Benefits
"Expected Benefit  Expeciad Benelt  Expectad Federal
Faymeanis Payments Subsidy Payments
2006 3 29,027 $ 15,035 ] 1,473
2007 28,221 21,027 1,547
2008 kARl 22,800 1,846
2009 33,806 24,908 2,013
2010 38,464 26,585 2,181
2011 - 2015 233,898 181,604 13,546

Because the above amounts are net benefils, plan paricipants’ contributions have bsen
exciuded from the expected benefits.

Accounting for pensions and other postretirement benefits requires an extensive use of
assumptions about the discount rate, expecled return on plan assets the rate of future
compensation increases received by the Company’s employees, mortality, tumaver and medical
costs, Each assumption Is reviewed annually with assistance from the Company’s actuarial
consultant who provides guidance in establishing the assumplions. The assumptions are selected
to represent the average expected experience over time and may differ in any one year from actval
experience due to changes in capital markets and the overall economy. These differences wil)
Impact the amount of pension and other postretirement benefit expense that the Company

recognizes.




Thames Water Aqua US Holdings, Inc. and Subsidiary Companies
Notes to Consolldated Financial Statements

December 31, 2005 and 2004

(Dollars in thousands, except per share amounts)

The significant assumptions related to the Company's pension and other postretirement benefit
pians are as follows:

Panaion Other
Banefts’ Benaita
2005 2004 2005 2004

Welghted-avarage assumptions used to
determine Dacember 31 beneilt cbilgations
Discount rate 5.65% 8.00% 5.85% 4.00%
Raie of compenaalion [ncraase 4.25% 4.75% NIA N/A
Madicel trend WA N/A praded ¥om graded fom

10% in 2008 10% in 2008
to 5% i 2011+ 1o 5% In 2010+

Weighted-aversge assumpilons used io
determine net periodic cost

Clacount rate a4.00% 8.28% 8.00% 8.25%
Expociad ratum on plan sssets 8.75% a.75% 0.40% 8.40%
Rale of compsenaation Increass 4.75% 4.78% NIA NIA
Madical trand NiA NIA gradsd fom gradad from

10% In 2008 10% In 2004
to 5% In 2010+ 1o 5% in 2008+

NiA - Assumption is not applicabis.

The discount rate assumption was determinad for the penslon and postretirement benefit plans
independently. A yield curve was developed for a universe containing the majority of U.S. - issued
Aa - graded corporate bonds, all of which were non callabla (or callable with make-whole
provisions). For each plan, the discount rate was developed as tha level equivalent rate that would
produce the same present value as that using spot rates aligned with the projected benefit
payments.

The expected !onrlerm rate of return on plan assets is based on historical and profected rates
of retumn for current and planned asset classes in the plans' investment portfolins.  Assumed
projected rates of relum for each of the plans' projected asset classes were selected after
analyzing historical experience and future expectations of the relums and volatility of the various
asset classes. Based on the target asset allocation for each asset class, the averall expected rate
of relurn for the portfolio was developed, adjusted for historical and expected experlence of activa -
portfofio management results compared to the benchmark retums and for the effect of expenses
pald from plan assels. The Company's pension expanse increases as the expected return on
assels decreases.

Assumed health care cost trand rates have a significant effect on the amounts reported for the
other postretirement benefit plans. The health caro trend rate is based on historical rates and
expected markel conditions. A one-percentage-point change in assumed health care oost trend

rates would have the foliowing effects: -

One-Percantage- One-Percentage-
Puint Increase Point Decrease
Eflect on (otal of senice and
interest cost components § 5,838 $ {4,864)
Effect on other postretirement
benefit obligation $ 56,358 $ (47.940)
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The following table provides the components of net pericdic benefit costs for the years ended
December 3%:

2005 2004

Compeonents of net periodic pension benafit cost
Senvice cost $ 28,987 § 26412
Interesl cost 47,554 45,558
Expacted relum on plan assets {41,138) {36,898)
Amonrtization of

Transition obligation/{assat) - {2n

Prior service cost 710 737

Acluarial (gain)/loss a4 438
Parlodic pensicn banefit cost § 53 § 218
Spacial termmation psnaion benedl charge 880 2471
Curtailmant charge 135 -
Sattlement charge/(credit) 240 9
Nat periodic pension benafit cost - $§ 35804 § 36,359

Componsnts of net periodic othar postrstiremant benefit cost
Senéce cost § 13,860 § 12872

interes! cost 25,156 23,384
Expected relurn on plan sssets (18,857) (16,320)
Amortization of
Transition obligation/[asset) 282 383
Prior senice cos! a4 74
Acituarial (gainyicss B84 412
Pericdic other postretirement benefit cost | $ 21158 $ 20,585
. Curtailmenl charge 655 -
Net pariodic other pestratiremeni benefit cost $ 21,811 § 20,385

The total additional minimum Hability for the pension plans has decreased from $3,650 at
Decemnber 31, 2004 to $2,856 at December 31, 2005,

Savings Plans for Employees :
The Company maintains 401(k) savings plans that allow employees to save for retirement on a tax-

deferred basis. Employees can make contributions that are invested at their direction in one or
more funds. The Company expensed matching contributions to tha plans totaling $5 511 for 2005
and $5,364 for 2004, Ali of the Company’s matching contributions are Invested in one or more

funds at the direction of the employee.

Employees’ investiment Plan

Upon completion of the American Water Works Company, Inc. acquisition, the Company created
the Employees’ Investment Plan and converted the Employees’ Stock Ownership Plan into this
plan. Each participating employee can elect to contribute an amount that does not exceed 2% of
their wages. In addition to the employee'’s participation, the Company makes a contribution
equivalent to 1/2% of esch participant's qualified compensation, and matches 100% of the
contribution by each paricipant. The Company made contributions to the plan totaling $1,010 for
2005 and $2,201 for 2004 that were primanly invested in a retirement trust fund. This plan was

discontinued as of May 22, 2005,

Long-Term Incentive Plan
Thas Company participates in a RWE long-term inceritive plan for executives ("RWE LTIP"). Under

the RWE LTIP, Company employees ware granted 120,004 performance shares of RWE common
stack which vest over three years beginning January 1, 2005, Subject lo the vesting provisions, the
peHormance shares are payable in cash. As a result, the performance shares have been
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accounied for as a llability. The liability will be remeasured at fair value at sach reporting period
until settlement. The Company recorded a liability of $1,400 related to the performance shares at
December 31, 2005, which has bean Included in other current {iabilties on the Consolidated
Balance Sheets. For the year ended December 31, 2005, the Company recognized approximataly
$1,400 of share-based compensation expense related to the performance shares in operations and
maintenance axpense. .

The fair vatue of the performance sharas was estimated using Monle Carlo simulations. The fair
valua of the performance shares granted on January 1, 2005 was $21.73 per share at the grant
date and $35.53 per share at December 31, 2005.

The following table summarizes performance share transactions under the RWE LTIP plan:

2005 tranche ]
Outstending at the atart of the fiscal year -
Granted 120,004
Forfaited -
Qutstanding et the end of the fiscal year 120,004

Exercisabia gt the and of the fscal year -

Note 6: General Taxes
Components of general tax expense from continuing operations for the years presented in the

Consolidated Statements of Operations are as follows:

2005 2004
Gross recaipts and franchise [ ] €9,237 [ 63,1068
Property and capital stock 77,535 75,219
Payroll 26,897 23,683
Other general 9,656 8,157

¥ 183,324 § 170,185

Nota 7: Income Taxes A
Companents of income tex expense from continuing operations for the years presenied In the

Consolidated Statements of Operations ere as foliows;

2005 2004
State incoma taxes
Curant S 8,456 3 18,708
Defarred _ :
Current 580 {148) .
Non-current 4,327 2,154

$ 13,373 § - 20,751

Faderal income taxes

Current - 17,274  §  (33,389)
Deferred
Current 7,431) (7.463)
Non-curent 34,067 105,873
Amaortization of deferred Invesiment tax credits {1,612) {1,605)

3 42,238 § 63,406
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A reconcilfation of income tax expense from continuing operations at the statutory federal income

tax rate to actual income tax expense s as follows:

2005 2004
Incame lex at statutory rate $ (90,8093) § 14,847
increases (decreanes) resuiting fom -
Slale taxes, net of federal faxes 8,682 14,022
Flow through differences 2,855 1,541
Amortization of deferrad invesiment tax credits {1.512) {1.505)
Subsidiary preferred dividends T45 845
impaimment charges 138,720 51,789
Qther, net (2,505) 2,118
Actual INGOm® 15X EXpBNsE 55671  §  B4.157

The following table provides the components of the net deferred tax labiity from continuing

operations at December 31;

2005 2004
Daferrsd tax assets:

Advances and contributiona 72924 % 74,320
Defarred inveatmeant lax credits 11,031 11,422
Other poatrelirement benefis 54,851 58,211
Fedaral NOL canyforward 82,341 81,801
Pension benefita 72,082 69,621
Long-term debt 45,278 52,248
Capital loas not utilized 7,686 10,013
Other 75,348 03,455
404,341 419,091

Valuation allowance (7,686) (7,686)
_ 386,855 411,405

Defered tax labilities:

Utitity plant, principally due to depreclation differencas 812,336 761,560
Income taxes recoverable through rates §0,247 $1,398
Securty costs 9,843 11,525
Business servcas project expensas 8,344 12,197
Other 348,491 57,847

958,311 934,337

$ (561,656) § (522,927)

At December 31, 2005, the Company has capltal loss camryforwards for federal income tax
purposes. The Company has determined that thesa capital loss camryforwards ara not more likely
than not to be recovered and has recognized a full valuation allowance as of December 31.

The Company believes that its federal net operating ioss camyforwards are more likely than not
to be recovered and require no valuation allowance,

Note B — Dabt
The Company's long-term debt {including current portion) amounted 1o $4,655,482 and $4,241,941

at December 31, 2005 and 2004, respectively. Long-term debt includes both secured and
unsecured debt generally incurred to fund capital expenditures at the regulated subsidiaries.
Secured debt includes general mortgage and tax-sxempt bonds of the regulated subsidiaries which
are substantially secured by utility plant. Unsecured debt includes debt with RWE amounting to
$2,184,100 and $2,146,800 at December 31, 2005 and 2004, respectively. Sinking fund payments
are required by the terms of certain issues of long-term debt.
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The future sinking fund payments and debt maturities of the Company’s long-tarm debt are as
foliows:

Intersal Rate Balance at Dec 1 Sinking Fund Payments and Maturitias
Rangs 2005 2004 2008 2007 2008 _2008 2010 Thersaker
0% fo 1.09% § 09547 3 183432 3 3883 $ 3084 3 3381 5 3401 3 2404 & 252,022
2% (6 2.96% 4,038 4,808 123 138 120 141 14 4,143
% o 3.99% 239,431 239,388 12 1 » 3,180 (e 148,208
4% 0 4.99% t,928,210 1,820,380 1,808,808 bo4 100,540 584 300 218,508
5% to 5.50% 380,515 840,538 108 170,304 308 0 aos 888,574
8% fo 8.00% 832,477 553,181 14,042 2,018 22573 22,234 1,888 430,774
7% 1o 7.09% 503,988 322,803 4,254 41,78 50T 2248 5,238 442440
B% to 2.06% 142,789 146,580 1,545 40,247 - 803 803 7,008 09,405
9% 1o 0.09% 145,758 170,870 8,400 8,490 0,458 2,350 10,522 107,418
10% 1o 10.99% FLREH 25,002 a7 as? T ag? a7 23,480
Caphal easss 2,404 1,710 235 -1 224 229 232 1,353

$ 4,065,482 3 4,241,041 $ 1,640,855 § 269,143 3 175,257 & 125,873 § 30,394 § 2.411.183

Long-term debt Includes unamortized fair value adjustments of $118,923 and $133,913 at
December 31, 2005 and 2004, respactively, from tha Acquisitions. Sknking fund payments and

maturities include amortization of the Acquisitions fair value adjustments of $12,820 in 20086,

$13,187 in 2007, $10,494 In 2008, $8,333 In 2008, $7,659 in 2010 and $66,430 thereafier.

On Cctober 29, 2005, the Company executed a $550,000 revolving credit agreement with RWE
to replace the 364-day $550,000 revalving credit agreement, which was tarminated on October 28,
2005. The renswal date for this new facility was October 28, 2006 and subsequently extended until
December 28, 2006, Borrowing under the revolving credit line, at the Company's Sption, bears
interest at a rate based upon the London interbank Offered Rate ("LIBOR®). The Company pays a
commitment fee of 5.45 basis points on the entire amount of the commitment {whether borrowed or
not borrowed).  The total of the unused lines of credit at December 31, 2005 was $217, 937. No
compensating balances are required under the agreament.

At December 31, 2005 and 2004, the Company had $374,063 and $859,397 of shori-term debt
outstanding, respectively. The weighted average interest rate on these borrawings was 3.30% and
2.568%, respectively. On March 1, 2004, the Company refinanced short-term debt with a $123,000
long-term foan from RWE. The ioan was in two tranches of $113,000 at 4.751% maturing on
March 1, 2014 and $10,000 at 5.801% maturing on March 1, 2034. On September 30, 2004, the
Company refinanced short-term debt and maturing notes with a $75,300 long-term loan from RWE.
The loan was in two tranches of $25,000 at 4.921% maturing on September 30, 2014 and $50,300
at 5.90% maturing on September 30, 2034,

On March 18, 2005, the Company refinanced short-term loans with a new $75,000 loan
maturing March 18, 2015. The new loan bears interest at the six-month LIBOR plus a margm of 36
basis points reset semi-annuaily,

On November 12, 2005, long-term loans with RWE of approximately $445,000 matured. The
Company refinanced this debt with $445,000 in short-term loans from RWE. The majonity of the
loan balance matured on November 12, 2006 and beared interest at six-month LIBOR plus a
margin of 10 basls points. {See Nole 18) Additionally a $42,000 unsecured loan between the
Company and RWE due to malure in May 2007 is classified as short-term debt as the loan may he
terminated, in full orin part, at any time by either party.

Income from early extinguishment of debts included in inlerest expense on the Company's
Consolidated Staiements of Operations amountad to $11,445 in 2004.

Note 9 — Redeemable Preferred Stock at Redemption Value
Certain preferred stock agreements require annual sinking fund paymentis In varying amounts and
permit redemption at various prices at the option of the subsidlaries on thirty days notice, or In the
event of involuntary liquidation, at par value plus accrued dividends,
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The future sinking fund payments and maturities are as follows:
Intersat Rate Batgnce at Dec 1 Sinking Fund Paymenta and Maturitiss
Range 2005 2004 2008 . 2007 2008 2009 200 Thareallsy

3.9% 1o 4.89% 3 1221 § 1. M5 3 108 § 108 § mws $ s § 108 §$ ags
5% to 5.09% 1,750,360 1,750,411 51 51 32 L H 2 1,750,182
9% 1o 0.00% 457 493 1 kL] 3 38 3 Fogd
% (o B.99% 19.508 20,320 »1 1481 11 11 11 16,483
% o 0.89% 3,108 3,208 10 10 10 10 10 3148

$1,7i5.298 §1,078.797. 4 83 § 384 3 104 3 4 3 164 S1TT08

Thames Water Investiments Luxembourg ("TWILUX"), an affiliste and wholly owned subsidiary of
RWE, is the holder of $1,750,000 of the Company’s 5.9% preferred stock, par value $1,000 which
was issued in connection with RWE's acquisition of American Water Waorks Company, inc. 1,750
shares were authorized and outstanding at December 31, 2005 and 2004. (See Nota 14)

Note 10 — Preferred Stock without Mandatory Redemption Requirements
Certain preferred stock agreemants do not reguire annual sinking fund payments and do rot permit
redemption at the option of the subsidiaries and are as follows:

Dividend Balancs at Dec 31
Yield 2005 2004
3.8% to 4.99% $ 1,720 $ 1,720
5% to 5.99% 2,851 2.931
3 4571 § 4,651

Note 11: Falr Values of Financlal Instruments
The foliowing methods and assumptions were used by the Company In estimating its fair value

disclosures for financial instruments:

Current assets and current fiabliities; The carrying amoun‘t reported in the Consulidated Balance
Sheets for current assets and current liabilities, including revolving credit debt due 1o the shor-term
maturities and variable interest rates, approximates their fair values.

Prefarred stock with mandatory redemplion requirements and long-term debt: The fair values of
preferred stock with mandatory redemption requirements and long-term debt are estimated using
discounted cash flow analyses based on current incremental financing rates for simitar types of

securities.
The carying amounts and fair values of the financial instruments at December 31 are as s follows:

Camying Fair
2005 Amourt Vaiue
Preferred stocks with mandatory
rademption requirmants $ 1,775224 $ 1,778,275
Long-term debt {excluding capital lease obigations} 4,652,588 4,563,336
Camying Fair
2004 Amount Value
Prafamred stocks with msndatory
rademption requirmsnts $ V775777 § 1,774,177
Long-term debt [exciuding capitel lsase ubligations) 4,240,231 4,118,004
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Note 125 Leases
The Company has entered into operating Jeases involving certain faciliies and equipment. Rental

expenses under operating leases were $20,573 for 2005 and $23,287 for 2004, The operaling
leases for facilities will expirs over tha next 20 years and the operating leases for equipment will
expire over the next five years. Certain operating leases have renewal options ranging from one to
five years. Capital leases in effect at December 31, 2005 and 2004 are immaterial

At Dacembar 31, 2005, the minimum annual future rental commitment under cperating leases
that have initial or remaining non-cancelable lease terms in excess of one year are $19,718 in
2008, $15,847 in 2007, $15,202 in 2008, §13,521 in 2009, $5,512 in 2010 and $14,966 thereaftar.

Note 13: Related Party Transactions .
Thames Water Plc, an affiliate and wholly owned subsidlary of RWE, provided certain managemant
services to the Company which amounted 1o $9,147 In 2005 and $11,480 in 2004.

Thames Water Intemational Services Limited, an affiliate and whoily owned subsidiary of RWE,
provided sarvices of expatriate employees o the Company which amounted to $4,970 in 2005 and
$3,604 in 2004,

Interest on the Company’s long-term borrowings with RWE included In interest expense on the
Company's Consolidated Statements of Operations amounted to $88,168 and $81,128 in 2005
and 2004, respeclivaly.

TWILUX, an affiliate and wholly owned subsidiary of RWE, is the holder of §1,750,000 of the
Company's prafermed stock which was issued in connection with the RWE Acquisition. Preferred
dividends included in interast expense amounted to $103,250 and $103,106 in 2005 and 2004,
respectively.

The Company maintains agreements with both public and private water providers for the
purchase of water to supplement water supply, particularly during periods of peak demand. The
President and CEO of the Company Is a Cormmissioner of one of these water providars, The
Company purchased approximately $16,693 and $14,525 of water from this provider in the years
ended December 31, 2005 and 2004, respectively. The estimated commitments related to
minimumn quantities of purchased water under thesa agreements are $13,862 for 2006, The
purchase rates are not set theraafter.

Note 14: Commitments and Contingencies
Commitments have been made in connection with certain construction programs. In connection
with obtaining the regulatory approvals necessary to complete RWE's acquisition of American
Water Works Campany, Ine., certain state regulatory bodies have Issued orders which prohibit
certain of the Campany’s regulated subsidiaries from requesting rate increases for periods of time
not exceeding three years.

The Company Is routinely involved in condemnation proceedings and legal actions reiating to
several subsidlaries. In the opinion of management, none of these matters is expected to have a
malerfal adverse affect, If any, on the financial position, results of operalions or cash flows of the
Company.

The Company's regulated subsidiaries maintain agreements with other water purveyors for the
purchase of water to supplament their water supply. The Company’s subsidiaries purchased water
expense under thesa types of agreements amounted to approximately $92,3585 and $82,948 during
the years ended Decemnber 31, 2005 and 2004, respactively.

The estimated annua! commitment related to the minimum quantitles of water purchased is
expected 0 approximate $38,700 in 2006, $38,191 in 2007, $38,992 in 2008, $38,923 in 2009,
$39,317 in 2010 and $555,296 thereafter,

Notice of termination of the $1,750,000 of preferrad stock with TWILUX, long-term dabt of
approximately $2,184,120 with RWE, and shori-term debt of approximately 3374,063 with RWE in
part or in full on demand at the option of RWE is possible and mandatory if there is a change in
shareholder structure of the Company.
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Note 15: Guarantees

A subsidiary hoids a 50% interest in AW-Pridesa, a Delaware limited liability company. Pridesa
America Corporation, a former subsidiary of RWE and an affiliate of the Company, also holds a
50% interest. AW-Pridesa has contracted with Tampa Bay Water ("Tampa Bay"), an Interlocal
govemmental agency of the State of Florida, to remedy and cperate the Tampa Bay Seawater
Desafination Plant. The Company enterad into a guarantee with Tampa Bay on November 15,
2004 for the -full and prompt performance of carfain contractual obligations limited to a total
aggregate liabiity of $35,000, Contractual obligations call for certain construction activities and
management services o be complated satisfactorily. The construction phase, amounting to
approximately $30,000 is expected to be completed In 2006, AW-Pridesa took over operation of
the plant on January 8, 2005,

OMIThames Water Stockton, inc. ("OMITW) is a 50/50 joint venture between 2 subaud:ary and
Cperations Management !ntemt:ona! Inc. ("OMI"). In February 2003 OMI/TW and the City of
Stockton California entered into a 20 year Service Contract for water, wastewater and stom water
utilities capital improvements and management services. Capital improvements ltotaling $58,000
were Included in the contracl and an affiiate of the Company has currenily provided a guarantee,
The Company is expected to assume the required parental guaraniea of OMIITW's obiigations,
including tult performance and payment. (See Note 18].

Note 16: Goodwlll and Intanglble Asaets

As of December 31, 2005 and 2004, the Company reviewed goadwill assocaatad with its raporting
units for impairment, and, as part of its assessment, the Company engaged an independent
valuation firm, The performance of the impaimment test involves a two-step process. The first step
of the Impairment test involves comparing the falr value of a reporting unit with the reporting unit's
camrying amount, Including goodwill. If the camrying amount of the reporting unit exceeds its fair
value, a second step is performed to determine the amount of the impalrment loss. The
impairment loss is determined by comparing the implied fair value of gecdwil! with the carrying
amount of goodwill. The Company belileves that the estimates of far value are reascnable,
Changes in estimates of such fair value, however, could affect the calculation. The valuation was
performed primarily using discounted cash flows and comparabie public company analyses. As of
December 2005 and 2004, the Company recorded an impairment charge for goodwill, including
discontinued operations, related io certain reporting units in the amount of $396,348 and $182,936,
respectively.. The 2004 impairment charge for the unregulated business Is primarily aﬂ;ributabie to
lower than expected growth and slower development compared with original expactations, The
2005 charge s primarily attributable to a change in the Company's strategic business plan for the
unragulated husiness and iower margins than previously foracasted In the reguiated business.

The change In the Company's goodwill assets, as aliocated between the raporting units in 2005

and 2004, was as follows:

Goodwill
reciassified
o Rsaots 2004 005
Balance as of  of o irnied  Impa) { Beianca as of impaimment Baiance as of
Raporting Unit [», bor 31, 2083 D jona Loaass >, ber 31, 2004 Loases Decamber 31, 2005
Reguisted 3 345081 § LI | - f 3,345,051 3 (da1d5) 5 3,003, 105
Operations & malntenance 40,075 - (40.075) - - .
Residusls 09,841 - |56, 1863) 34,878 (20,181) 14,497
Undargtound .7 - (54,835) 18, 141 (10,77%) 5,386
Carten 1,233 - 1,095 3,138 [1.288) 1.752
Enginsenng 82,235 [18,218) (44,9067) 1,082 - 1.052
Homagwner Sbrices 121,800 - - 121,800 - 121,800
MRty 28150 - - 28,190 {22,000) 5130

Toial [ 3,750,202 3 (&216) 3 (162,938} § 3,550,050 8 (306,348} § 3,159,702
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Other intangible assets consist of custormer contracts which were initially valued and recorded as
part of the Acquisitions, The aforementioned operating conditions which caused the goodwill
impairment charge alse friggered the intangible asset impairment. The amount of impaiment
recorded by the Company In 2005 and 2004 was determined using the two-step process
impairment review required by Statement of Financial Accounting Standards No. 144, “Accounting
for Impairment or Disposal of Long-Lived Assets.” In the first step, the projected undlscounted net
cash flows associated with the Company's customer contracls over its remaining life were
compared to their carrying amounts. The Company delermined the carmrying amount of its
customer contracts exceeded its projected undiscounted cash fiows, In the second step, the
Company estimated the falr value of the Company's customer contracts using a variation of the
incoma method of valuation for the Operations & Maintenance reporting unit, and estimated
discounted cash flows for the Residuals reporting unit. Based on the Company’s valuation, the
Company recorded a non-cash impaimment charge of $733 and $11,277 for the years ended
December 31, 2005 and 2004, respectively, which was recorded in Impairment charges in the
Cornpany’s statements of operations. The Company has no intanglble assets as of December 31,
2005. Amortization expense for intangible assets subject ta amortization prior to the intangible
impairment for the years ended December 31, 2005 and 2004 was $67 and $1,579, respectively.

Note 17: Discontinued Operatlons
After an evaluation of the unregulated businesses, it was dstermined that the Company's
Ashbrook, Leopold and Engineering businesses were not meeting growth expactations and were
not considered core businesses of the Company's operations. Accordingly, the Company sold
and/or disposed of thesa businesses. As a result of these disposilions, the Company recorded net
losses in 2005 and 2004 of $18,350 and $0, respactively.

During the fourth quarter of 2005, the Company scid Engineering’s Canadian operations, a
provider of engineering services to corporate and municipal clients, for initial consideration of 3489
and contingent consideration of $430. Furthermore, the Company disposed through abandonment
Engineering's operations based in the United States. As a result of the disposition of Engineering
in 2005, the Company recorded 2 loss of $16,350 which included a goodwill write-off $16,218.

During the first quarter of 2005, Ashbrook, a provider of wastewater treatment services, closed on
the sale of substantially all its assets for $14,847. Based on the Company's assessment of
Ashbrook’s estimated fair value, an impairment charge of $5,902 was recorded in the fourth quarter
of 2004,

During the first quarter of 2004, the Company closed on the sale of Leopold, a supplier of
products and services to water and wastewater treatments, for $17,000.

A summary of the assets and liabllities classified as discontinued operations in the Consolidated

Balance Sheets includes the foliowing:

2005 2004

Assals of discontinued operutiona

Non-utiiity property 3 - s 1,752

Cash - 9

Other recelvables, net 238 24,782

Other current assets 2.520 71,338

. ... Goodwilt - 16,215

Totzl asaets of discontinued operations 2,758 50,107
Liabllites of discontinued operations

Accourts payable . 3,182

Other labiities - 17,374
Total Habiltiss of discontinued operations - 20,556
Nat assels of discontinuad cperations $ 2,758 3 29,551
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A summary of discontinued operations presented in the Consolidated Statements of Operations

include the following:
2005 2004
Opurating revanues $ 14,020 $ 71,504
Operating expenses

Operation and maintenance 15,898 7,170

Depreciation and amortization - 582

Impairment charges - 50,889
Total operating expenses, net 15,898 118,801
Operating loss {1,876) (47,087}
Other income (deductions)

Other, net §82 {189)
Total other income (deductions) 582 {189)
Loss before income taxes (1,254} (47.288)
Provsion for Income taxes (1,.297)
Loss from operations (345) (45,089)
Loss on sale, nat of $89 tax bensfit {18,350} -
Loss from discontinued operations 3 {18,885) 3 (45,5885)

Note 18: Subsequent Events

RWE Divestiture
RWE has anncunced its intentron to divest the Company through an Initial public offering (1PO"). The

sales process has been initiated through fiing for approval with certain state public utflity commissions.
The IPO will require filing of a registration statement with the U.S. Secuilies and Exchange
Commission. The transaction will also be subject to approval of the RWE Supervisory Board. RWE

expects lo complete the 1PO during 2007,

Financing Activities
In August 2008, the Company borrowed $487,000 from RWE at LIBOR plus 10 basls poinis maturing

in August 2007. Proceeds of the debt issue were used to pre-pay RWE debt and reduce barmowings

under the RWE credit facility.
In October 2006, the Company refinanced 525770 of high Intsrest rate tax-axempt bonds with new '

4.88% tax-exempt bonds maturing in October 2038,

In Decernber 2006, RWE made a $1,194,454 equity contribution to the Company. The Company
used this contribution to offset Ioans payable to RWE.

In December 2008, the Company refinanced $57,48D of high interest tax-exempt bonds maturing

. Decemnber 2036 with 4.6% tax-exempt bonds maluring in December 2036. .

In December of 2008, the Campany finalized an agreement o sell $900,000 of senior secured noles
offered through a private placement with maturities ranging from 7 to 15 years at fixed interest rates of
5.39% o 5.77% and elected to close the sales on three separate dates. The first closing, in the
amount of $483,000, occurred on December 29, 2006. The two subsequent closings are expected to
oceur In January and February 2007 for the balance of the $900,000, subject to Rifillment of
customary closing conditions. Proceeds will be utliized to refinance a large portion of the Company's
debt with RWE and reduce shori-term borrowings.
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Dispositions
The Company had committed to a plan of disposal for its unregulated Residuals in 2005. In 2006, the

Company sold certain assets of Residuals for $3,000 and in December 2006, the Company signed =
letter of intent for another component of the business for $10,000. The remaining business is
expected to be sold in 2007,

In November 2006, the Company's unregulated Underground business was sold for $28,600, subject
to a minimum tangible net worth adjustment.

The net gain {loss) on these disposals Is not expected lo be material,

- Contingenciles .
In November 2008, a California County Superior Court heid that the City of Stockton Califomia had not

complied with the regquirements of the Callfornia Environmental Quality Act whan it entered Its
agreement with OMI/TW. The California court has entered a writ requiring the city to rescind the
contract within 180 days. The City of Stockton has not yet determined if it will appeal this decision.
The amount of the loss, if any, OMUTW may sustain if it is unable to recover its Investment in the
project is not presently determinable. The Company's pertion of revenue since inception of the
confract in August of 2003 is approximately $60,000.

Rate Matters
Throughout 2006, regulatory commissions authorized fourteen subsidiaries to increase rates for

service by an annual amount of $25,682.

-29_




